2
Yet, it is also clear that not all cost-cutting announcements concern X-inefficiency. Some, perhaps many, may instead be reoptimizing (input and/or output) quantity responses to changes in exogenous factors, such as the prices of inputs or outputs. The announcements seldom make it clear whether the activity is reoptimization or fat trimming. 1 We aim to explore the existence and nature of fat trimming within a firm, and how one might distinguish this from normal reoptimization. In particular, we seek evidence bearing on a central hypothesis in the informal theory of X-inefficiency (Harvey Leibenstein, 1966) , with very broad support in news reports, in popular belief, and in our interviews with managers. This fat hypothesis is that a firm is most apt to cut costs to reduce X-inefficiency when it is under financial pressure. This hypothesis, if correct, has implications both for firm strategy and competition policy.
While Olivier Blanchard et al. (1994) studied the effects of idiosyncratic cash shocks, it seems desirable to find a more systematic source of wealth shocks. One such source is exogenous changes in the prices of competitively-3 supplied inputs or outputs. Borenstein and Farrell (1999) , however, explains that not only must the price changes be out of the firm's control, they must also leave the firm's production possibilities unchanged. For instance, if the price of oil increases due to political instability, that raises the expected profits of U.S. oil companies on the oil they will be able to sell in any case, but might simultaneously indicate reduced opportunity to explore for oil in the future. Likewise, if the technology for gold mining improved, the price of gold would fall, but the availability of the new technology to firms under study would offset the price change and could net out to a positive wealth shock (and increase their optimal production quantities). One might assess the source of price changes by examining quantity changes (potentially differentiating between supply and demand shocks), news reports, or the technology involved.
Drawing inferences from cost-cutting announcements faces another problem, because a price shock that (say) lowers the firm's overall profitability is likely also to lower its marginal profitability. Thus, the null hypothesis that firms simply are reoptimizing likely predicts that the firm will reduce output, and presumably also reduce at least some inputs; this might be announced as "cost cutting." So, it would seem cost-cutting announcements in response to adverse price changes fail to distinguish between the null and fat hypotheses.
Knowing the elasticity of the firm supply curve might allow one to distinguish the hypotheses. If the supply curve is highly elastic then an output price change will induce relatively large changes in optimal quantities, with relatively small effects on firm wealth. In contrast, if the supply curve is highly inelastic, then a price change will have significant wealth effects, but will not induce much reoptimization. If supply elasticities varied across firms in an industry, one might test whether exogenous output price reductions cause greater cost cutting among elastic-or inelastic-supply firms. In the remainder of the paper, however, we turn to strategies that instead use information on more than one market.
I. Cost Cutting in Multi-Divisional Firms
The internal capital markets literature in corporate finance suggests another approach to diagnosing fat trimming. That literature has shown in various industries 5 that divisions within the same firm cross-subsidize one another in financing investment. Owen Lamont (1997) shows that after the 1986 oil price crash many oil producing companies cut back investment in divisions unrelated to oil (or divisions whose marginal profitability would likely rise with oil price reductions).
Some authors ascribe such changes to principal-agent problems within the firm that cause managers to make negative-NPV investments with free cash flow, a form of fat in the firm (Michael Jensen, 1986 Economies of scope, in general, could make it difficult to distinguish reoptimizing from fat-trimming types of cost cutting. A change that optimally lowers production in one division could, in the presence of scope economies, raise marginal production costs in another division and, thus, optimally lower production in the latter division as well.
Note, however, that this explanation requires scope economies on the margin. If the scope economies are only common fixed costs that are independent of scale of the divisions, the change in output of one division will not cause reoptimizing in the other division.
II. Vertical Integration as a Special Case
In a firm that is vertically integrated (for instance, a firm that both extracts and refines crude oil), a shock to If, for instance, the price of crude oil declines due to an oil field discovery that does not involve the observed firm, this will cause a negative wealth shock to the firm's oil extraction division. However, it likely also will raise the expected profits, and optimal production quantity, from the firm's oil refining business. Thus, if we observed cost cutting in the firm's refining business after an exogenous decline in the price of crude oil, this would be consistent with the fat trimming hypothesis and hard to square with the null hypothesis of optimizing behavior (absent significant scope economies).
In contrast, oil price changes due to demand shocks are apt to produce positively correlated wealth, and optimal output, effects in the upstream and downstream divisions.
If a weak world economy pushes down oil prices, its effect on the returns to operating an oil refinery also is likely to be negative. Both divisions of the firm could then plausibly engage in cost cutting of the reoptimizing type, reducing output and laying off workers. Thus, demand-driven oil price shocks are not especially helpful for distinguishing between the null and fat hypotheses. output from its Virgin Island refinery since it has been losing money in its refining business.
IV. Conclusion
We think that X-inefficiency merits much more empirical analysis. Our interviews with managers in two industries in which companies are subject to large wealth and profit fluctuations --gold mining and oil production/refining --strongly support the hypothesis that fat trimming occurs in response to wealth and profit declines. We hope to use a panel of observations on major U.S. oil companies to distinguish fat trimming, which conflicts with standard microeconomic analysis, from reoptimizing behavior that is central to standard microeconomics. 
